Introduction
As Social Security faces financial difficulties, few would argue that the program is not in need of change.' However, there is much less consensus Specifically, this Article analyzes the impact of privatization on the existing Social Securityprogram. Part I describes the structure and status ofthe current Social Security program Part II describes the principal elements of Social Security reform proposals. Part Il critiques the private retirement system and its reliance on individual accounts as primary retirement savings vehicles, and demonstrates whythis model is inappropriate as a replacement for the existing Social Security program. Part IV explores the impact ofprivatization on the public welfare function of Social Security and examines some ofthe weaknesses in many ofthe privatization proposals. The Article concludes that privatization is a questionable solution for the Social Security debate. Therefore, as policymakers take steps toward implementing a privatized system, they should be mindful of the primary objectives of the existing Social Security program and the relationship ofthese goals to present societal conditions.
I. The Social Security Program
Social Securityis one ofthe most popular and successful social programs in this country's history." In addition to retirement benefits, Social Security provides disability and life insurance protection. 2 The program enjoys a wide base of political support, largely because it provides benefits to all covered workers and their families, regardless of income. Currently, over 90% of the labor force contributes to the Social Security program, and 48 million families receive benefit payments from the program. 3 Although Congress never in- , at 18 (noting that regardless of age, when workers become too disabled to work, they are eligible to receive benefits).
13. See H-ill, supra note 12, at 17 (noting Social Security statistics). The average monthly payment for a retired worker is $825. Id. The maximum monthly benefit is $1,373 for workers who consistently earned wages equal to or in excess of the wage cap over thirty-five years. Id. tended Social Security to be a primary source of income, today a majority of retired households depend on Social Security for more than one-half of their total income. 14 A mandatory, flat-rate payroll tax funds Social Security benefits. Currently, the tax rate is 12.4% and applies to all cash earnings up to $80,400.15 Employers and employees pay the tax evenly, self-employed individuals pay the full tax themselves. 16 The Social Security program has been very effective in reducing poverty within the senior population in this country. When Congress established Social Security in 1934, approximately 50% of the elderly population lived in poverty. 7 Twenty-five years later, although the poverty rate among the elderly fell to 35%, it nevertheless remained higher than that of other groups." 8 However, after Social Security benefits increased in the 1960s and 1970s, the poverty rate within the senior population dropped precipitously. 9 Presently, the poverty rate for senior citizens is below that of children and working-age adults, with only 11% of the elderly having incomes below the poverty level. 20 The Social Security Trustees publish an annual actuarial report that assesses the financial status of the Social Security program. 2 ' A seventy-five For this purpose senior households are defined as households with at least one member aged sixty-five or above.
Id. at 17; see also Patricia E. Dilley, The Evolution of Entitlement Retirement Income and the Problem of Integrating Private Pensions and Social Security, 30 LOY. LAL L.
REV. 1063, 1120 (1997) (stating that "program was never designed to be the sole or major support for retired workers... [B] enefits were designed to replace on average only about 45% of the pre-retirement earnings of a worker."); infra Part MI.B (describing risk of shortfall in defined contribution plans).
15. 26 U.S.C. § § 3101(a), 311 1(a) (1994) (payroll tax); 42 U.S.C. § 430 (1994) (earnings cap). Cash earnings in excess of $80,400 are subject to a 2.9% payroll tax for Medicare, which also is paid evenly by the employer and the employee. 26 U.S.C. § 3101(bX6) (1994 21. Using stated economic, interest rate, and demographic assumptions, these reports determine the relationship of tax revenue to benefit pay-outs. The forecasts are made by the Trustees of Social Security and Medicare, the Social Security Commissioner, along with two 1292 58 WASH. &LEE L. REV 1287 (2001) year projection period is used to determine the long-run relationship of tax revenue to benefit pay-outs. Recent reports predict a long-run deficit equal to 1.86% of payroll earnings.' This figure suggests that in order to have sufficient funds to pay the current package of Social Security benefits over the next seventy-five years, Congress must increase payroll taxes immediately by 1.86%. 2 3 If, however, Congress makes no adjustments to the program, by 2016, tax revenue will no longer exceed benefit pay-outs, necessitating the use of the trust fund reserve to pay for benefits. 24 The trust fund reserve could pay full benefits through 2038, but it would then be depleted.' Depletion of the trust fund would mean that a portion of the benefit package that exists today could not be paid in the future. Specifically, there would be a 27% shortfall in the funding of current benefits if Congress makes no changes to benefits and maintains the current rate of payroll taxes. 26 It is this projected 27% gap that has sparked public uneasiness about the future of Social Security, as well as much Interest on the contributions has been added. ADVISORY COUNCILREPORT, supra note 2, at 11; Munnell, supra note 6, at 804. The trust fund reserve holds the surplus funds when payroll taxes exceed current benefit costs for a given year. ADVISORY COUNCIL REPORT, supra note 2, at 11.
25. This statement assumes that benefits remain the same. 2001 OASDI REPORT, supra note 21.
26. See Munnell, supra note 6, at 807 (noting shortfall). 27. The Social Security program has experienced financial difficulty before. In 1975, payroll tax revenue fell short of benefit pay-outs. The shortfall was covered by using a portion of the reserve. Gramlich, supra note 21, at 3. The urgency of the matter heightened when the Old-Age and Survivor Insurance (OASI) portion of the Social Security program borrowed money from the Disability and Medicare portions of the program in order to pay for its monthly expenses in 1982. Id. Accordingly, Congress passed legislation in 1983 that was expected to resolve the financial problems of the Social Security program over both the long-and short-run. Id. The 1983 legislation used several different tactics to restore financial soundness to the program. It increased taxes, taxed the Social Security benefits of high income beneficiaries, Although the projected 27% shortfall is useful in defining the extent of the funding deficiency, and therefore policynakers should seriously consider it, the seventy-five year forecast is only a prediction. It is impossible for actuaries to take into account all of the social developments that could affect the payment of payroll taxes and benefits, such as wars, depressions, and recessions." Unexpected changes in demographic conditions also could contribute to the possibility of a deviation from the projection. 9 Thus, the 27% gap may or may not accurately predict the actual experience of the Social Security program over the next seventy-five years. 3
I. Elements of Social Security Reform Proposals
One source of confusion regarding Social Security reform proposals is the presence of three related, but different, concepts: pre-funding, diversification, and privatization. It is important to define and distinguish these three concepts in order to better understand their relationships to each other, as well as to appreciate fully their potential impact on the existing Social Security program. Some commentators have linked privatization with the concepts of advanced funding and diversification. However, these terms are neither synonymous nor dependent. Privatization in this context means only separate accounts and self-direction. 31 In contrast, pre-funding refers to the accumulapostponed a cost-of-living benefit adjustment, and broadened the Social Security tax base by extending participation to newly hired federal government employees. IM Although the legislation succeeded at producing large surpluses and improving the short-term financial outlook of the program, in less than ten years, the long-term outlook of the program was again called into question. Id. Consequently, in 1994, Congress appointed an Advisory Council to determine the status of the Social Security program, and in 2000, the President's Commission was formed to strengthen Social Security. Id. The Advisory Council and the Commission, along with many economists, social scientists, and other policymakers, have proposed numerous plans aimed at restoring the Social Security program to financial health. Id.; see supra text accompanying note 3 (describing proposed means of reforming Social Security).
28. These events can impact both the labor force and overall production. Benefits in payment status typically increase relative to the Consumer Price Index, while tax revenue increases relative to wage growth. Munnell, supra note 6, at 804.
29. Birth and death rates impact the projected shortfall because they determine the payment of payroll taxes and benefits. 31. Lansing, supra note 4, at 3. Self-direction allows individual workers to make their own investment selections among a range of stocks and bond investment alternatives. See also supra note 6 and accompanying text (discussing privatization as meaning creation of individual accounts).
tion of sufficient funds in advance to pay for promised benefits; diversification refers to the ability to invest the Social Security reserve funds in more productive private markets.' 2 Without privatizing, Congress could significantly reduce the anticipated shortfall in the Social Security program by adopting an advanced funding method in conjunction with more aggressive investment policies.
33

A. Social Security Funding
Four years after it established the Social Security program, Congress voted to operate the program on a pay-as-you-go basis. This was due to Congress's concern that the government would be unable to manage a large trust fund responsibly. 34 Under a pay-as-you-go funding arrangement, instead of holding the contributions of current workers to later pay for their future benefits, the system immediately uses the contributions of current workers to finance the benefits of current retirees. 35 Thus, under this type of funding scheme, the goal is not to collect amounts in excess of those needed to cover current expenses. There may be de minimis surpluses from time to time, but the program never intentionally creates significant funding reserves. In the event that the payroll taxes collected in a given year exceed the amount necessary to pay for current benefits, the Social Security Administration holds the surplus in the Social Security trust fund. 6 When Congress established the Social Security program, the ratio of current workers to beneficiaries made the pay-as-you-go funding arrangement more feasible than it is today. An initially smaller pool of Social Security beneficiaries was followed by increasingly larger ones. 37 This relationship allowed the cost ofthe first group's benefits to be spread across a larger popu-32. The Perils of Privatization, WASaa Q., Jan. 1, 1999, at 10; see also supra notes 4-5 and accompanying text (discussing pre-funding and diversification).
33.
See ADVISORY COuNCILREPORT, supra note 2, at 25. UndertheAdvisory Council's proposal for maintenance of benefits, 40% of the Social Security fund would be invested in the private equities, while it is estimated that the rate of return between treasury bonds and the private market differs by approximately 4.7% per year. Id.
See Investing Social Security
Reserves, supra note 1, at 24-25; Lansing, supra note 4, at 3.
35. In contrast a pre-funded program has sufficient assets to cover the accrued liabilities, and workers would generally receive benefits that equal the actuarial equivalent of their payroll tax contributions. Lansing, supra note 4, at 3. For a more detailed discussion on the two fund- DIFICULT CHoICES 2 (1998). However, it is unlikely that the ratio of workers to beneficiaries will ever increase at accelerating rates again, as it did immediately after the establishment of the Social Security program. Instead, it can be expected that the working population will fluctuate relative to social and economic forces. Demographers explain that uninterrupted growth trends are unlikely because population size is inversely related to the size of previous generations. Id.
Richard Easterlin explains in his book Birth and Fortune that it is predictable that large birth cohorts follow small ones, and that small cohorts follow large ones. See generally RICHARD To address this situation, Congress passed legislation in 1977 that moved the Social Securityprogram away from a purely pay-as-you-go funding method toward a "partial reserve funding" method." This legislation was designed to create a substantial Social Security funding reserve; however, because of a sudden down-trm inthe economy, the reserve did not materialize as expected. 45 Therefore, Congress passed additional legislation in 1983 that simultaneously raised payrolltaxes and instituted a series ofbenefit cuts. 46 These changes have led to a steady growth of the Social Security reserve fund. 47 The reserve fund reached $763 billion in 1998, which represented almost twice the amount of annual benefits payable at that time, and at the end of 2000, the reserve fund had reached $1,049 billion.' However, assuming predictions regarding key variables such as imunigration, inflation, and labor force participation are correct, unless Congress makes immediate changes tothe program, the surplus will beginto erode when the first ofthe baby-boomers begin to retire. 49 
B. Diversification
Since the creation of the Social Security program in 1935, the law has required that reserve funds be invested exclusively in securities guaranteed by EASTEaLIN, Bum AND FORTUNE (1980) (describing birth trends). He explains that the unexpectedly high living standards cause small generations to produce larger families. Id. The larger generation in turn will experience disappointment in its living standards, and consequently will be more reluctant to have large families; thus, population growth does not increase or decrease consistently from one generation to the next, but rather skips generations. 47. In 1998, payroll taxes were $440 billion, and benefits and fees equaled $382 billion. Daly, supra note 5.
48. At that time, the interest earned on the existing trust fund was equal to $49 billion. See id.; Investing Social Security Reserves, supra note 1, at 23; see also Daly, supra note 5 (noting that overall annual surplus for 1998 was therefore $107 billion). Under current policies and assumptions, the surplus is expected to close at more than $2.5 trillion in 2010, which is three times more than the projected annual benefits for that period. 2001 OASDI REPORT, supra note 21; Daly, supra note 5.
49. See 2001 OASDI REPORT, supra note 21; supra notes 38-43 and accompanying text (discussing factors contributing to expected erosion of surplus). The first of the baby boomers will begin to retire in 2011 when they reach age sixty-five; the youngest of the boomer generation will reach age sixty-five in 2029. However, those electing the earlier retirement age of sixty-two will begin to retire in 2008. See CADETrE, supra note 46, at 3 (explaining Social Security and expected shortfall). the federal government." 0 This restriction can be explained historically. When Congress established the Social Security program in 1935, the United States had just undergone the stock market crash of 1930. Default on the payment of corporate bonds was also widespread." Accordingly, at that time, the public perceived government securities as the safest and most appropriate form of investment for Social Security trust funds. 52 As a result ofthese investment restrictions, most ofthe trust fund reserve is still invested in special, non-marketable, low-risk Treasury securities. 53 Unlike publicly held notes and bonds, whose market values can fluctuate over time, these government securities can be sold back to the Treasury at par value, at any time. 54 Thus, the restrictions on the investment of the trust fund assets protect them from the volatility of the private market; however, they also cause the funds to experience relatively low rates of investment return.
55
When the Social Security program operated purely on a pay-as-you-go funding basis, the annual surpluses were small and sporadic. Thus, the lower rate of return on the investment yield of the trust fund reserve had little or no practical effect on the financial status of the program. However, when Congress passed legislation in 1983 that allowed partial reserve financing, the loss of income to the program resulting from investment in low-risk, lowyield instruments has become increasingly significant as the surplus has increased. 55. See Investing SocialSecurity Reserves, supra note 1, at 23 (explaining return on trust fund).
56. See supra notes 44-46 and accompanying text (describing shift to partial reserve financing); see also Investing SocialSecurity Reserves, supra note 1, at 23-24. The restrictions placed on the investment of the Social Security reserve also have added additional complexity to the debate over Social Security reform. There is considerable confusion among commentators regarding the impact of more aggressive investment of the Social Security reserve. Supporters of certain reform proposals contend that their plans are better than others because they provide increased returns on Social Security contributions. However, most proposals provide greater returns simply because they do not restrict investment to low-risk, low-yield Treasury securities. Investing Social Securit , Reserves, supra note 1, at 23-24. Theoretically, if the reserve funds were invested in the private market, the Social Security Trust fund should earn the same average rate of investment return as individual private retirement accounts. In fact, because of economies of scale, the net investment return of a single public fund actually should
WASH. &LEEL. REV 1287 (2001)
The average annual real rate of return inthe private market was 9.4% from 1926 to 1996.Y During the same period, the corresponding rate of return on intermediate government bonds was 2.3%. By comparison, the real rate of return received on the Social Security surplus is estimated at 1.3%. 58 The aggregate rate of return on Social Security contributions is significantly lower than the rate ofreturn for government bonds because the switch to pay-as-yougo flmding in 1939 produced a huge windfall for the initial generation of Social Security retirees. 9 These recipients collected full Social Security benefits, even though they made only nominal contributions to the program; thus, the program acquired an unfumded liability of $9 trillion.' As a result this requires every subsequent generation to pay both a portion of the unfunded liability, and the implicit interest costs for the benefits paid to the first generation of Social Security retirees. 6 ' An estimated 3% of current payroll taxes is devoted to this expense. 6' Consequently, one-fourth of Social Security contributions receive no positive earnings, while the remaining three-fourths earn the market rate for bonds of 2.3%.6 3 This allocation produces a net rate of return on aggregate payroll tax contributions of 1.3%.' Therefore, although the trust fund reserve earns the market rate of return for government bonds, due to the large unfunded liability, the real rate of return on the Social Security surplus is much lower thanthe prevailing rate on government bonds. 65 For this reason, unless measures are takento pay off the unfunded liability, investing the Social Security payroll tax contributions in more productive private markets may not result in high returns on aggregate contributions. 6 be higher than the returns on individual investment accounts. BURTL.sS & BosWORTH, supra note 16.
57. See Munnell, supra note 6, at 807 (noting rate of return).
Id.
59. See Dilley, supra note 14, at 1136 (noting differential rates of return). 60. Ms. Ida Fuller, the first person to receive monthly benefits from the Social Security program, paid only $22 in Social Security taxes, but nevertheless collected over $20,000 in benefits during her lifetime. Lansing, supra note 4, at 1.
61. See Munnell, supra note 6, at 807 (discussing projected low returns on Social Security under pay-as-you-go system).
See id. (explaining that early generations received transfers of approximately $9
trillion and later generations must pay bill).
IM; see supra notes 15-16 and accompanying text (describing payroll tax).
64. See Munnell, supra note 6, at 807 (explaining that higher gains by privatization are offset by increased taxes in order to pay for interest on bonds).
65. Id.; see infra notes 214-17 and accompanying text (discussing effects of liabilities on switch from pay-as-you-go funding to pro-funded individual account system).
66. See infra notes 118-23 and accompanying text (discussing risks inherent in investing funds in private markets).
The aggregate rate of return on Social Security contributions should not be confused with the rate of return earned by individual workers on their payroll tax contributions. The individual rate of return earned by workers on their Social Security contributions is not a fixed number, but varies relative to a worker's year of birth and marital status. 67 Thus, for example, there is great disparity between the rate of return for average-wage workers bom before and after 1930.' Workers born in the 1920s receive a significantly higher return of almost 6% on their Social Security contributions because they paid a payroll tax of only 2% throughout much of their early careers. 69 The 2% rate was sufficient because there were relatively few retirees eligible for full retirement benefits during this time. 70 For later cohorts, however, the individual rate of return on Social Security contributions reaches projections as low as 1.7%.7 Thus, notwithstanding a higher rate of return on the contributions, an increase in current payroll taxes or a reduction in the current benefit package would cause the individual rates of return to further decline. 
C. Privatization
Some form of privatization is an integral part of many of the best-known Social Security restructuring proposals. 3 Essentially, there are two different ways of implementing privatization. One approach is to carve the individual accounts out of existing funds. This arrangement is referred to as the "carve out" approach. 4 Such an arrangement would reduce the current benefit 67 . See BuRTiEss & BoswoRTH, supra note 16 (citing higher returns as argument for privatization). More recently, because the tax rate has increased and provides more generous benefits for a larger number ofretirees, the rate of return has continued to decline. 
72.
See infra notes 209-13 and accompanying text (discussing unrealistic expectations of proponents of privatization regarding rates of return of funds invested in private markets).
73.
See, e.g., ADVISORY COUNCIL REPORT, supra note 2 (summarizing different plans discussed by 1994-1996 Advisory Council on Social Security). package." Thus, workers would be better off than they are under the current system only if their individual accounts performed well enough to make up the difference. 6 If the accounts did not perform well, however, workers could receive substantially less than the benefits they are provided under the current system. 7 The second approach to establishing an individual account program is to add the accounts on top of current benefits. 78 This approach is referred to as the "add on" approach? 9 Using this method, new money from the projected budget surplus would fund the additional accounts." Accordingly, this could guarantee workers the receipt of benefits at least equal to the ones they would receive under the current system. The add on approach is the more popular approach among workers. 81 The presence of these two alternatives adds complexity and confusion to the Social Security privatization debate. Surveys indicate that when the carve out approach is discussed rather than the add on approach, support for privatization drastically declines." m A poll taken by the American Association of Retired People (AARP), an influential senior lobby group, showed that more than 50% of those who support private accounts oppose them when it is clear that the carve out approach would reduce benefits provided under the existing program. 8 3 Also, support for the add on approach drops sharply when these proposals are made in connection with increased taxes. 4 Thus, much of the enthusiasm about privatization often stems from distortions about its meaning, as well as its true cost. 83. IM at 16-17. Support for the carve out approach sharply declined when such proposals included the reduction of guaranteed benefits or the creation of a new government agency. Id. at 17-18. Support for the carve out approach dropped to 42% and 38% respectively with the introduction of these mitigating factors. Id.
84. Id. at 25-26. Before the introduction of mitigating factors, 70% of respondents supported the add on approach. Id. at 24. When asked whether they would continue to support the add on approach if income taxes were increased in order to pay for government matching funds, only 25% still supported the approach. Id.
Most privatization proposals, regardless of form, give workers discretion to invest some portion of their individual accounts in the manner in which they choose. 85 Although these proposals can impose various restrictions on the level of risk to which the accounts would be exposed, they nevertheless allow workers to have some degree of flexibility. 6 Accordingly, the proposed accounts closely resemble those established in connection with participantdirected 401(k) plans." Proponents of privatization believe that if workers have the freedom to invest all or a portion of their individual accounts in more productive private markets, they will receive higher returns on their contributions.s Proponents also believe that this will help resolve the Social Security program's financial problems. 8 ing distinctive traits of 401(k) plans); Altig & Ookhale, supra note 3, at 9 (comparing their privatization proposal to 401(k) plan). However, proposals to privatize Social Security can often impose greater investment restrictions than those generally found in 401(k) plans. See Lansing, supra note 4, at 3 (comparing privatization plans to participant-directed 401(k) plans).
88. Proponents are especially assertive in advancing their cause, appearing on talk shows and publishing newspaper editorials across the nation. For example, the Economic Security 2000 sent representatives to more than 500 radio stations to discuss the topic of privitization and placed more than 200 op-ed pieces in newspapers throughout the country advocating some form of privatization. Christopher Georges, Social-Security 'Privatization'EffortMakes Headway, WALL ST. I., June 22, 1998, at A24. Notwithstanding the visible efforts of supporters, however, survey polls suggest that the public is narrowly divided on the topic, with those opposed having a slight lead. In a study conducted by the Wall Street Journal and NBC, 44% of the population was in favor of some form of privatization, while 51% was opposed. 
D. Impact of the Elements
The stock and bond markets are more stable and efficient today than they were sixty-five years ago. Thus, the concerns that caused Congress to place the existing restrictions on the Social Security trust fund are no longer relevant.' Although higher returns alone would not resolve the long-term fiscal problems of Social Security, they could make the problem much more manageable. 9 1 A change in the investment strategy for the Social Security reserve would make the return on Social Security contributions more consistent with those received in the private market. However, privatization of the program is not necessary to accomplish this result. The fact that a program is publicly managed does not prevent it from being financially sound and sustainable. In fact, the publicly managed retirement programs ofthousands of state and local governments have successfully employed advanced funding methods.' Furthermore, if diversification were implemented in conjunction with advanced funding, this would make larger amounts of funds available for investment in the more productive private markets. ' For numerous reasons, a critical evaluation of the private retirement system suggests that the individual account model, without guaranteed minimum benefits, is inappropriate for Social Security. 94 First, the recent trend in the private sector of using 401 (k) plans, rather than traditional defined benefit plans, shifts the risk of accumulating insufficient assets for retirement from the employer to the employee, exposing the participants to a greater risk of shortfall. 95 Second, the replacement of the existing Social Security model with individual accounts would disproportionately impact low-income workers 90. See supra note 34 and accompanying text (noting Congressional concern that government could not manage large trust fund responsibly).
91.
See 
I. Risk and the Private Pension System
A. Structure of the Private Retirement System
Although the private pension and the Social Security systems are separate and distinct programs, lessons learned from the private retirement system are relevant to discussions of Social Security reform.' Therefore, a critical evaluation of the private retirement system's reliance on individual account plans as primary retirement savings vehicles is particularly useful as proposals to privatize the Social Security program are contemplated."
There are two primary categories of retirement plans used in the private sector: defined benefit and defined contribution. The distinguishing characteristic between the two is risk allocation. 99 A defined benefit plan pools the plan assets into an aggregate trust fund and guarantees a fixed amount to participants at retirement, regardless of investment performance."°° In a defined benefit plan, the employer is liable for the payment of the promised benefits, and therefore, bears the risk of accumulating insufficient assets." To protect defined benefit plan participants in the event that an employer becomes insolvent, the Pension Benefit Guaranty Corporation (the PBGC) insures a limited accrued benefit intheseplans.'" The defined benefit plan structure is currently 96. Although, theoretically, redistribution is maintainable in a privatiz&d program, because of the structure of an individual account program, it is politically and practically more difficult to accomplish. See infra notes 176-79 (explaining that inexperienced investors who suffer under private system would face same problem under Social Security privatization).
97. 
kl
102. The PBGC is required to pay the vested accrued benefits of plan participants up to a guaranteed amount when a plan terminates with insufficient assets. ERISA limits the "basic used by the Social Security program, with the government effectively guaranteeing the delivery of the promised benefits.
In contrast to the single trust in a defined benefit plan, a defined contribution plan assigns each participant an individual account." 0 3 At retirement, the participant receives the entire account balance, including the contributions and investment earnings. The relative success or failure of the plan depends on how well the assets in the accounts are invested. Therefore, in a defined contribution plan, it is the participant, rather than the employer, who bears the investment risk. 1 4 Advocates of Social Security privatization propose this structure for Social Security. 05 Since the passage of the Employment Retirement Income Security Act of 1974 (ERISA), the private sector has seen a discernable movement toward using defined contribution plans as primary retirement savings vehicles, rather than traditional defined benefit plans."ca This trend is explainable by numerous defined contribution plan features and characteristics. Defined contribution plans are less expensive and administratively simpler for employers to main- Kennedy. President Kennedy commissioned a special cabinet-level task force to evaluate the impact of private retirement programs on the nation's economy and public policy, as well as to evaluate the investment policies of these programs and whether they were sufficient to provide promised benefits to participants. See 120 CONG. REc. S15, 743 (1974) (statement of Sen. Javits). More than a decade later, President Ford signed ERISA into law on September 2, 1974. The Act completely revised the legal framework of the qualified pension plan as it previously existed. The most significant innovations of ERISA concerned participation, vesting, and funding standards. At the time ERISA became effective in 1975, the number of private pension plans sponsored by private employers was 311,000; by 1990, the number more than doubled to 712,000. In 1975, 103,000 defined benefit plans were in existence, the number of defined benefit plans peaked in 1983 at 175,000, but then decreased to 113,000 in 1990. In contrast, the total number of defined contribution plans increased from 208,000 to 599,000 between 1975 and 1989 and remained at 599,000 in 1990. CEM SILVER-tain than defined benefit plans.'° This is especially true for 401(k) plans, in which contributions typically are made only on behalf of individuals who elect to contribute portions of their earnings to the plan."°a Also, employers seeking to insulate themselves from fiduciary liability often adopt defined contribution plans in which employees are required to make all investment decisions."°T hese plans, known as participant-directed plans, representthe fastest growing type of defined contribution plan inthe private retirement system."' Defined contribution plans also have characteristics that are especially appealing to employees. Defined contribution plans provide greater portability because the accrued benefits in these plans are not reduced when participants terminate employment prior to retirement."' This characteristic allows participants to roll-over benefits from their current plans either into new employer plans or into individual retirement arrangements (IRAs) without losing benefits when they change employment prior to reaching retirement age." 2 Also, defined contribution plans more frequently provide pre-retirement and lump sum distributions that give workers early access to their retirement funds" 
Rep. (BNA) 19,19 (1994).
111. The retirement benefit in a traditional defined benefit plan generally is based on a final pay formula in which average compensation and service are used. Therefore, an increase in any one year will increase the value of the benefit accruals for previous years. As a result, in defined benefit plans, a substantial portion of the benefit can accrue in the final years of employment. For this reason, the termination of employment prior to reaching normal retirement in defined benefit plans can significantly reduce a participant's expected retirement benefit in such plans. In contrast, the retirement benefits in defined contribution plans accrue much more rapidly. Thus, these plans are especially appealing to younger, more mobile members of the labor force. Regina T. Jefferson, Striking a Balance in the Cash Balance Plan Debate, 49 BUrF. L. REV. 513 (2001).
112. Id.
113.
Qualified 401(k) plans generally do not permit distributions prior to an employee's severance from employment, death, disability, or attainment of age 59.5. However, such plans Therefore, the reasons for the popularity of defined contribution plans in the private sector suggest that they are more convenient for employers and employees alike, not that they are the best way to maximize retirement income security." 4 Because defined contribution plans shift the risk of accumulating inmsufficient assets for retirement from the employer to the employee, many participants will not receive the retirement benefits that they expected and on which they have relied. Consequently, notwithstanding their popularity, the use of defined contribution plans as primary retirement savings vehicles has serious implications both for the private pension system and for the retirement income security of individual plan participants.
B. Risk of Shortfall in Defined Contribution Plans
1. Participant-Directed Plans One reason defined contribution plans may fail to accumulate sufficient amounts for retirement is inadequate investment information. The prevalence of participant-directed plans that require employees to decide whether to participate, how much to contribute, and how to invest their funds, makes it more likely that some participants will experience shortfalls in their expected retirement benefits.' In employer directed plans, a plan administrator or an investment professional usually controls the plan investments. The investment professional is required to invest the assets in a manner that protects participants against inflation, market fluctuations, and unfavorable market conditions. 16 Investors should use the same investment strategy in participant-directed accounts, but often do not because inexperienced investors have insufficient training to achieve this objective. 114. See Jefferson, supra note 94, at 107 (noting contemporary financial concerns of employers and changing work patterns of employees as primary reasons for popularity of defined contribution plans).
115. See id. at 108 (discussing appeal of 40l(k) plans to employers).
116
. See 29 C.F.R. § 2550.404a-l(bX2). Appropriate consideration is defined as the "determination by the fiduciary that the particular investment or investment course of action is reasonably designed, as part of the portfolio (or where applicable, that portion of plan portfolio with respect to which the fiduciary has investment duties), to further the purposes of the plan, taking into consideration the risk of loss and the opportunity for gain (or other return) associated with the investment or investment course of action." Id.; Joseph R. The modem portfolio theory of investment explains that an adequately diversified portfolio should include an appropriate balance of stocks, bonds, and stable-valued funds."' This is because a more balanced investment portfolio provides an appropriate relationship between risk and return."' A high concentration of stable-value, low-yield investments will generally produce insufficient income over a participant's working life to provide financial security at retirement. 20 As a rule, those who lack investment experience tend to disproportionately select low-risk, low-yield investment instruments.' 2 ' An individual who disproportionately invests in low-yield instruments would have to save significantly greater amounts to be in the same position at retirement as a participant who sufficiently diversified her investment portfolio." For this reason, the use of an overly conservative investment strategy can be as dangerous as the use of an overly aggressive one."
Inexperienced investors are not only less likely to adequately diversify their portfolios, but they are also less likely to recognize the financial indicators on which trained professionals rely when deciding to transfer funds from one investment to another. 24 Therefore, the untrained investor may fail to make changes when they are warranted, or in other situations may react too quickly." For instance, in sudden market down-tums, these individuals may sell high-risk, high-return investments too hastily, although professional investors generally believe that such investments perform best over the long-
See J. Michael McGowan, Watching Your Basket Keys to Nurturing a Successful
InvestmentPortfolio, 78 A.B.A.J. 97 (Nov. 1992) (discussing "investment grade ratings" applied to stocks, bonds, and mutual funds).
Id.
120. Inflation and the increase in life expectancy present further problems for conservative investment strategies. Inflation, which has averaged 4% over the past decade, diminishes the purchasing power of retirement income, and increases in life expectancies force plan participants to stretch the value of their assets even farther. Alexander Sussman, run." Thus, the success or failure of participant-directed plans ultimately depends on the individual participant's ability to allocate plan assets properly. Notwithstanding the complexity of making prudent investment decisions, ERISA imposes no additional education or notification requirements on employers who sponsor participant-directed plans. Only the general fiduciary standards of ERISA govern these plans. 27 Accordingly, employers who sponsor participant-directed plans are not responsible for the investment decisions made by plan participants as long as the plan provides a broad range of investment opti6ns.'2 Therefore, in participant-directed plans, the employer's liability for poor investment performance as a plan fiduciary is reduced substantially. This reduction renders many of ERISA'a general fiduciary rules irrelevant." For this reason, participant-directed plans raise serious questions about the adequacy of ERISA's fiduciary rules." ( explaining adoption of provision was to protect interest of participants in employee benefit plans).
Judy Greenwald, Investment Education Raises Employer Liability
See 29 C.F.R. § 2550A04(c)-I(aXI) to 1(bX3) (2001)
. This section notes that a plan offers a broad range of investment alternatives only ifthe available investment alternatives are sufficient to provide the participant or beneficiary a reasonable opportunity to: (A) materially affect the potential return on amounts in his individual account with respect to which he is permitted to exercise control and the degree of risk to which such amounts are subject; (B) choose from at least three investment alternatives: (1) each of which is diversified; (2) each of which has materially different risk and return characteristics... at any point within the range normally appropriate for the participant or beneficiary, and (4) each of which when combined with investments in the other alternatives tend to minimize through diversification the overall risk of the participant's or beneficiary's portfolio.
Id.
129. See Simone & Butash, supra note 127, at 28 ("If a participant... exercises control over the assets in his account, the fiduciaries ofthe plan will not be liable for any loss or for any breach of fiduciary duty which is the result of the participant's exercise of control.") (citation omitted).
130. See Jefferson, supra note 107, at 628. Section 404(c) safe harbor plans raise even greater concerns regarding the adequacy of ERISA's fiduciary rules as they apply to participant directed plans because these plans almost entirely insulate the employer from fiduciary liability for the investment decisions made by plan participants. Id ERISA § 404(cXl) provides that in the case of a pension plan which provides for individual accounts and permits a participant or beneficiary to exercise control over assets in his account, if a
PRIVATIZATION: NOT THEANSWER FOR SOCIAL SECURITY
Some employers voluntarily provide education for their employees to enable them to make prudent investment decisions; however, many employers choose not to provide these programs because they are costly."' Privatization of the Social Security program will compound the effects of inadequate financial training. Inexperienced investors will be required to make investment decisions regarding all three of the primary sources of retirement income: private pensions, Social Security, and personal savings. 32
A Gap in Insurance Protection
Another reason defined contribution plan participants are more likely to experience shortfalls in their retirement benefits is that the insurance program for retirement plans has a gap in its coverage. The PBGC insures defined benefit plans against losses owing to plan failure but does not insure defined contribution plans.' 33 Section 3(34) of ERISA provides that PBGC protection is unavailable to plans in which the level of benefit for each employee fluctuates depending upon the experience ofthe individual accounts.'34 Because the contribution and investment performance of each separate account determines retirement benefits in defined contribution plans, defined contribution plans are excluded from coverage.' 35 Although there is reluctance on the part of policymakers to insure investment experience, as opposed to definite retirement benefits, the effects of poor investment performance in defined contribu- tion plans and defined benefit plans are actually quite similar. 1 r" Thus, the distinction between insuring defined contribution plans and insuring defined benefit plans is based primarily on perception.1 37 The similarity of the impact of poor investment performance in defined contribution and defined benefit plans can best be illustrated by considering a defined benefit plan in which all of the actuarial assumptions used in the funding process are correct over the life of the plan, except for the interest rate assumption. 3 s If this plan terminates with insufficient assets, the potential for benefit losses would be solely attributable to the unfavorable investment performance of the plan assets. Therefore, to the extent that the PBGC guarantees payment of the retirement benefits in such a plan, it effectively insures an average investment return over the life of the plan." 3 9 By comparison, there is presently no protection against less-than-average investment performance in defined contribution plans. In these plans, when shortfalls in the expected retirement benefit occur because of unfavorable market conditions, the participant alone bears the loss. 40 The Executive Life crisis of 1988 is a real life example of the disparate impact of market downturn on defined benefit and defined contribution plan participants resulting from the gap in insurance protection. During the 1980s, the Executive Life Insurance Company held a significant amount of pension assets and was invested heavily in junk bonds.' 4 ' When the market crashed in the late 1980s, Executive Life was unable to pay its contracts and ultimately filed bankruptcy. Although all of the assets held by Executive Life had negative earnings, the company's collapse was more devastating for some plan participants than for others. 142 Participants in defined benefit plans were insured by the PBGC against losses, whereas those in defined contribution plans were 136. Under the pension insurance program, the PBGC provides substantial protection of defined benefit plan benefits, but not of defined contribution plan benefits. Section 3(34) of ERISA specifically provides that PBGC insurance does not cover individual account plans. 29 U.S.C. § 1002(34) (1994) . Because the retirement benefit in defined contribution plans is dependent on the contributions and earnings of each individual account, all defined contribution plans are excluded from ERISA's insurance program. 29 U.S.C. § 1321(b) (1994); Jefferson, supra note 107, at 640.
137. Jefferson, supra note 107, at 680 (comparing defined contribution and defined benefit plans).
138. There are other assumptions used for mortality, disability, turnover, salary scale increases, and early retirement 142. See id. (explaining that PBGC insurance only applies to defined benefit plans).
not. Because the payments of the defined contribution plan benefits varied with state insurance laws, some defined contribution plan participants received as much as 70% of their retirement benefits, while others received nothing at all.' 43 The Executive Life crisis should serve as a reminder that as long as there is no insurance protection for defined contribution plans in the private pension system, there is a possibility that defined contribution plan participants may not receive their expected retirement benefits. 1 " Insurance for defined contribution plans is a controversial subject because it is widely believed that insuring investment performance presents difficult measurement problems. However, designing a defined contribution plan insurance program that provides insurance protection comparable in amount and objective to that which exists for defined benefit plans is a feasible concept. 14 5 Thus, defined contribution plan insurance should be available to all participants who rely on the use of individual account plans to provide their retirement benefits. 46 Similarly, in the event the Social Security program is privatized, there should be guaranteed minimum benefits or some other form of protection available, to avoid significant benefit losses when sudden market fluctuations occur, or when financial institutions become insolvent.
Early and Lump-Sum Distributions
Another reason participants may not receive the benefits they expect in defined contribution plans is because of the availability of early, or lump sum, distributions. 47 In-service distributions, or lump sumpayments attermination of employment, may encourage some individuals to spend portions of their retirement savings for non-retirement purposes. 4 ' Although the law permits the tax-free rollover of lump sum distributions received prior to retirement into other qualified retirement plans, or into IRAs, most individuals who receive these distributions do not reinvest them in this manner. receive lump sum distributions reinvest them in retirement savings arrangements. 50 Regardless of age, almost all employees choose lump sum payments whenever they are available."' Some employers report that upon termination of employment, employees often ask them to distribute their lump sum payments directlyto business establishments, such as auto repair shops. 152 To the extent that participants receive but fail to reinvest pre-retirement distributions, they will have less money available to receive the tax benefits accorded funds in qualified retirement plans.' 53 This makes it less likely that these individuals will accumulate sufficient amounts for their retirement income security.
Many employers express concern that they lose a key benefit when employees spend their retirement savings on current consumption because the employees are less likely to have retirement income sufficient to allow them to retire at the appropriate time."' As a result, some companies do not allow lump sum distributions from the defined contribution plans that they sponsor. Nevertheless, lump sum distributions are the most common form of distribution in 401 (k) plans and in other defined contribution plans as well. 55 By contrast, the normal form of payment in both traditional defined benefit plans and the existing social security program is annuities payable at retirement.' 6 Life annuities provide protection against unexpected longevity and are one of the most effective methods of ensuring that individuals do not out- 156. See LANGBEIN & WOLK, supra note 87, at 580 (noting that most popular annuity is 50% joint and survivor annuity).
live their assets. 1 ' Inadditionto solving the asset allocationproblem, life annuities also prevent retirement assets from being used for current consumption.1'
In a defined contribution plan, it is difficult to determine with any degree of certainty the level of savings necessary for retirement income security. The failure to consider the effects of inflation or increasing life expectancies can significantly overstate the value of one's expected retirement benefits." 9 Thus, the availability of lump sum distribution at termination of employment, or in-service distributions prior to retirement, may encourage some individuals to spend portions of their retirement savings for non-retirement purposes, erroneously believing that the remaining amounts are sufficient for retirement."e If Social Security were privatized without an annuitization requirement, and if workers were given access to their funds prior to retirement, the same tension between current consumption and retirement savings would exist in the Social Security system that now exists in the private system. 6 1 Therefore, the prevalence of 401(k) plans in the private pension system is not ideal. Accordingly, the private sector's trend of using individual account plans as primary retirement savings vehicles should not be replicated in the Social Security program without addressing some of the weaknesses of these plans, such as the absence of both minimum guaranteed benefits and protection against longevity. Moreover, the Social Security program and the private pension system are inherently different; consequently, many of the characteristics of defined contribution plans that have made them popular in the private sector are irrelevant to the Social Security program.
For example, unlike Social Security, the private pension system is voluntary and is comprised ofmany different employer-sponsored plans. This makes responding to the preferences of employers and employees essential. 6 2 The 157. Brown, supra note 147, at 4. The value of a life annuity lies in its ability to solve a retiree's wealth allocation problem. It is impossible to accurately predict when any retiree will die; therefore, a life annuity solves the issues of retirees' conserving too much money before death or consuming too much money before death, thereby depleting all retirement savings. 159. See Brown, supra note 147, at 5 (describing difficulty of predicting life span); see also supra note 120 (describing effects of inflation and increased life expectancies on retirement planning).
160. Jefferson, supra note 94, at 110. Even when workers spend their retirement savings prematurely for essentials, such as the purchase of a house, education, or medical expenses, their retirement security can be adversely impacted if there are insufficient amounts remaining for retirement. 161 . See Forman, supra note 158, at 181-83 (advocating mandatory pay out of pension assets in form of annuity).
162. See supra notes 100-02 and accompanying text (describing characteristics of defined contribution plan).
use of 401(k) plans in the private sector is not easily avoided, however, because profit margins, market competition, and employee preferences must factor into an employer's decision about what type of plan, if any, to offer. 163 Furthermore, because the private retirement system is voluntary, it is appropriate that cost sensitive employers be encouraged to establish these plans as less expensive retirement savings alternatives rather than to forgo having any plans at all. It is also appropriate to encourage employees to participate in these plans with features such as more flexible distribution rules and greater investment discretion.'" In contrast, the Social Security system is a mandatory program consisting of a single universal plan. 65 It is both unnecessary and unwise for the Social Security program to appeal to the individual preferences of employers and employees at the expense ofretirement income security.
IV The Impact ofPrivatization on Public Welfare
A. Goals and Objectives of the Program
In addition to risk-related issues, there are also public welfare issues that should be considered in connection with Social Security reform. Social Security was established as a social insurance program with two primary objectives." First, the program is to provide a minimum standard of living to the elderly, the disabled, and their dependent survivors." 6 This objective reflects a humanitarian view that covered workers and their dependents should not live in abject poverty, and that society has a responsibility to provide them at least a subsistence standard of living." The humanitarian aspect of the program is based on the "social adequacy" principle and has been extremely successful in eliminating poverty among the elderly population. 169. See supra notes 17-20 and accompanying text (describing changes in poverty rate in elderly population).
objective of the program is to help moderate the decline in living standards when the loss of wages occurs on account of retirement, disability, or death.
170
The income-replacement finction of Social Security operates independently of need and is available to all covered workers regardless of income. This function adheres to the principle of individual equity, requiring that there be some relationship between benefits and contributions.17 As proposals to restructure Social Security are contemplated, the impact of reform on both functions must be considered seriously.
If the Social Security program is privatized in a manner that eliminates, or significantly reduces, its ability to provide subsistence-level benefits for covered workers, the program will have abandoned its public welfare function. This will leave a tremendous void for many individuals who rely on Social Security benefits for their retirement income .1 2 As many as one in seven fbmilies rely entirely on their social security benefits for income, and as many as 60% of retired households today depend on Social Security for more than 50% oftheir income. 173 Without Social Security, one-half ofthe nations entire population over age sixty-five would live in poverty.' Whether these individuals would accumulate sufficient amounts for retirement in their individual savings accounts would be determined by an element of chance."'
In the private sector, the retirement benefits earned under defined contribution plans are similarly left to chance. Workers who are lucky, or who have 172. The provision of minimum benefits in the Social Security program advances the antipoverty goal of the program. The public retirement system is uniquely able to deliver a minimum level of benefit to all participants regardless of their level of contribution, not only because of its humanitarian focus, but also because its benefits are backed by the government's power to tax Consequently, the Social Security program is able to spread risk across a broader population, including workers who have not entered the labor force. Burtless, supra note 71, at 4. better than average investment skills, are rewarded withlarger retirement benefits."
6 As a result, individuals who may have similar earnings and service histories, but who are unlucky or unsophisticated in their investment skills, ultimately may receive significantly smaller benefits." 7 However, this result is extremely inappropriate for Social Security. As a mandatory social insurance program, Social Security should not be structured to reward the most fortunate, or best-informed, members of society. This is particularly true because high-income workers are more likely to have the financial skills to maximize their investments orto have access to professional advisors that perform this service for them. 1 ' Also, because it is advisable for individuals with fewer assets to use more conservative investment strategies than those with greater assets, low-income workers would not have the same opportunity to achieve the higher rates of return as would high-income workers.
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B. Redistrfibution
The Social Security payroll tax is assessed on one group of the population while another group receives the benefits. 80 Therefore, to determine accurately the distribution of the burdens and benefits of the Social Security program by income class, it is necessary to consider separately the impact of the payroll tax from that of the receipt of benefits. If this distinction is not made, the aggregate of taxes and benefits by income class can be inaccurate or misleading.
The payroll tax is levied against low and medium wages up to the earnings cap, but it is not levied against higher wages in excess of the cap."' Consequently, when considered relative to wages alone, the payroll tax is extremely 176 . See supra notes 121-26 and accompanying text (discussing effects of investment experience on potential returns).
177. See Hill, supra note 12, at 19 (noting that people who are unlucky or unwise risk losing money); Moore, supra note 9, at 354-56 ("Common sense suggests that the relative lack of investment experience of the at-risk groups [women, minorities, low-income workers] is likely to result in their receiving lower rates of return under a partially privatized Social Security system."). regressive." s However, Social Security replaces a greater proportion of lowincome workers' pre-retirement income than it does of high-income workers'. 8 3 The average rate ofreturn on Social Security contributions for individuals having lifetime earnings in the bottom 20% is between 4% and 5%. In contrast the rate of return for those with earnings in the middle range is between 1% and 2%. Those in the highest earnings category receive a return of less than 1%.184 Thus, the benefits paid by Social Security are highly progressive. Most commentators believe that the progressive effect of the benefit formula more than offsets the regressive effect of the payroll tax-s 5 Therefore, the Social Security program is explicitly designed to redistribute income from high-income workers to low-income workers. 8 6 Many proponents of privatization, who would prefer awarding benefits solely on the basis of contribution, have sharply criticized the redistributive characteristics of the Social Security program." 7 However, it would appear that some level of income redistribution is necessary and desirable for the Social Security program to achieve both its anti-poverty and income replacement objectives. ' Redistribution benefits not only low-wage earners but also women.' 9 Redistribution on the basis of gender occurs primarily for three reasons. First,
182.
Another reason the payroll tax has a regressive effect is because, unlike the federal income tax, the Social Security tax does not differentiate on the basis of ability to pay. The payroll tax is assessed against gross wages without adjustment for family size, major health expenses, or casualty losses. Thus, the Social Security payroll tax is also regressive with respect to the incomes or ability to pay of those who are subject to the tax. See PECHMAN ET AL, supra note 168, at 178 (noting that payroll tax is proportionate to taxable limit and regressive thereafter). (noting that progressive benefit formula of Social Security program benefits women and minorities because both groups generally tend to be low-paid, and therefore, both groups benefit from redistribution of income from higher-paid earners to lower-income workers). Thus, a privatized Social Security program would disadvantage these groups because as investors, they would have fewer resources to invest This would make it advisable for them to select less aggressive investment instruments, also causing the yield on their accounts to be smaller. Hill, supra note 12, at 19 (noting that low earners who are less able to take risks will be less likely to attain average rates of return).
183.
women generally have lower earnings than men; as a result they benefit from income redistribution." Second, women have longer life expectancies than men, and they therefore collect benefits longer after retirement. 9 " Third, women are more likely to elect spousal benefits than men, which allows women to collect amounts in excess of the benefits that they otherwise would receive." The spousal benefits ofthe Social Security program entitle individuals to receive the larger of either 100% of their own benefits or 50% oftheir spouses' benefits once they reach age sixty-five, regardless of the amount of their contribution." If the spouse dies, the widow or widower is entitled to receive 100% of the larger benefit. A divorced spouse who does not remarry is entitled to the same spousal benefit provided that the marriage lasted for at least ten years. 94 Although numerous commentators have sharply criticized the spousal benefit, this form of redistribution is not unique to Social Security. 95 Since 1984, the government has required private pensions to make similar awards to non-employee spouses that result in distribution of income from one spouse to another. 96 As a means of providing equitable protection to individuals who that privatization will raise the overall rate of return on payroll tax contributions to the extent that proponents of privatization anticipate.
The actual increase in the average rate of return on Social Security contributions is unlikely to be as high as expected because the projected rates of return used by proponents are unrealistic. Some proposals use the 9.4% estimated return for the private market as a bench mark for the rate of return that participants could expect to receive in a privatized Social Security systeM. 210 This expected rate of return is much too high. If workers were given discretion in the investment of their accounts, they would be ill-advised to invest all of their contributions in the stock market. Instead, workers should be encouraged to allocate some of their investments to stable-value funds to properly diversify their portfolios.
21 ' This allocation would reduce their average expected rate of return. 1 2 Also, the expected rate of return is unrealistically high because it assumes the stock market will perform as well in fiture decades as it has over the last one. However, many economists predict that the stock market reached its peak in 2000 and have advised individuals to invest accordingly. 213 Another reason privatization may not provide the increase that proponents expect is because the transition from a pay-as-you-go, public defined benefit plan system to a pre-funded, individual account system would be very expensive.21 Because the existing Social Security program is funded on a pay-as-you go basis, there are presently large liabilities for the cost of benefits paid to the earlier generations of retirees. 5 These liabilities will not disappear with privatization. Therefore, even if the U.S. government adopted a privatized approach to Social Security, current and future workers would still have to pay the existing debts in order to honor the benefits promised to previous generations." 6 The government could raise additional money either by increasing payroll taxes or by reducing benefits; however, either of these administrative costs than high-income workers under a privatized Social Security program.
Finally, the fourth reason the projected increase in the rate of return for a privatized system is unrealistically high is because it fails to account for the full range of benefits and protection provided by the existing Social Security program. ' Proponents of privatization often compare the average rate of return in the Social Security program to that of the private pension system or to the private investment market.' However, these comparisons treat Social Security as if it were exclusively a retirement program.' This is misleading and distorts the results of such comparisons. The existing Social Security program provides disability and life insurance in addition to retirement benefits. ' The fair market value of these benefits is substantial, with estimated values of $230,000 and $354,000, respectively.2 -9 Accordingly, many of the benefits awarded by Social Security are not retirement payments.' 0 Thus, it is inappropriate to view the program exclusively as a retirement savings plan. Doing so significantly understates the effective rate of return on Social Security contributions under the current system.'1 It could be very costly for workers who desired disability and life insurance to purchase, intheir individual capacities, this protection from the private sector. Insurance companies are able to give more favorable rates to companies and other large groups because the risk of the insured event occurring is spread over a larger population. m 1 2 For example, with respect to disability protection, the premiums paid by healthy individuals in a group who continue working subsidize the cost ofthe unhealthy members ofthe group who become too disabled to work. 3 Because risk spreading in this manner is not possible with individual polices, the cost for such policies could be prohibitively expensive. Thus, the added expense for additional insurance protection could significantly lower the net rate of return on Social Security contributions. Furthermore, for individuals withpre-existing conditions, private disability and life insurance may be unavailable at any cost.'
Conclusion
Although Congress needs to make changes in the current Social Security system, the government should not abandon the primary goals and objectives ofthe program. As a social insuranceprogram, Social Security is intended to provide all insured workers with a safety net that protects them against loss of wages due to retirement, disability, or death.
While privatization may generate greater returns for some individuals relative to the returns that they could expect to receive under the existing program, the privatization of Social Security is problematic in numerous respects. Unlike the fixed benefits in the existing social security program, the benefits from a privatized system are highly variable. Individuals who are unlucky or who choose unwise investment strategies could lose benefits under such a model. The replacement of the defined benefit plan model with individual accounts would transform Social Security from a social insurance program to a savings program. This change would expose all workers to significantly greater risks. It also would fail to ensure a minimum standard of living for lowincome workers. Even those who have prior experience with the financial market may not receive a greater return ontheir contributions ifthe market does not perform favorably or if there are little or no restrictions placed on the timing, use, and form of payment from the privatized accounts. For these reasons, steps towards privatizing Social Security should be taken very cautiously, and efforts should be made to ensure that all covered workers continue to receive adequate benefits under the program. 234 . See il, supra note 12, at 19.
